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1. Introduction

In the western world (and probably elsewhere too) regional and local governments are funded from three income sources, viz. a general grant from central government, specific grants from central government, and local income sources consisting of taxes, fees, and income from property. The relative importance of these three sources differs strongly between the countries, the share of local tax revenues as a percentage of total local income varying in 1987 between 70% and 30% for federal countries and between 70 and 4% in unitary states (Owens and Norregaard, 1991). As a percentage of GDP the local tax revenue varies (1995) from 1,1% in the Netherlands to 15,5% in Sweden and Denmark (Joumard & Kongsrud, 2003).

One might raise the question whether it might be more efficient to leave the power of taxation to the central authority, at the same time raising the general grant to the local authorities. The argument might run, that in such a way central government might better guard its macro objectives related to stabilization and economic growth, and equity. It may be argued even, that local politicians might be better off, as long as no strings are attached to the general grant: in that case the local spending autonomy remains the same, but the politicians do not have to impose unpopular taxes on its citizens, and the municipalities can save on perception costs.

An example is given in the Netherlands, with its internationally very low relative share of local taxes. The main taxes are the two property taxes: one on the owners of houses and industrial property, and one on the inhabitants (owners or tenants) of houses. The Cabinet has stated, that it will change the law in order to end the property tax on houses’ inhabitants, since the tax is unpopular and to economize on perception costs. This article will sum up some arguments, all or most of them time-honored, in favor of a substantial weight of local (and regional) taxes. 

There is reason to discuss these arguments, or functions. First of all, reconsidering the different functions may be useful if a public authority is reconsidering its tax policy. Of course, taxes exist since governments need money to pay for the provision of their non-market services. But they serve other functions as well, and one kind of local tax may better serve a specific function than another kind. Secondly, in literature more attention seems to be given to the criteria for a sound tax system, which criteria may be taken together (see Governing, The Magazine of States and Localities, Febr. 2003) as adequacy of revenue, fairness to taxpayers, and management of the system. Chapter 3 will summarily sum up these criteria for a sound local tax system.

Going through the literature, it seems enough attention has been given to these principles, but a careful discussion of the reasons, i.e. the functions, for a substantial local tax system is lacking (see e.g. Owens and Panella, eds, 1991; Bingham et al., 1978; Netzer and Drennan, 1997). One might find a discussion of only a few major functions. Rafuse (1991) while writing about ‘financing local government’ mentions as the ‘essential functions of government’ the well-known set of general functions of allocation, distribution, and stabilization, as formulated by Musgrave. But do these general principles for national government apply in the same way for local government? It is commonly accepted that local government cannot deal with stabilization, and should refrain from distribution. Later, when he deals with ‘objectives of local finance’, mentioning accountability, equity, and efficiency (in this contribution taken as allocation), he is more to the point. In the same volume Strachota (1991) mentions as objectives of local finance accountability and control, effectiveness, efficiency and equity. In this paper effectiveness is implied together with efficiency in allocation. Raimondo (1992) for instance mentions the two general principles, the benefit principle and the ability to pay principle, but these are no functions. Or one might find a function treated as a characteristic or criterion for a good tax. Take for instance Panella, who mentions three “basic features” for a local tax: first “all citizens should participate in the financing of local public services”, second,  “their taxable bases should be spread throughout the entire territory” (a criterion which seems to overlap the first one, P.B.B.), and third “they can eventually be used for equalization purposes.” The first two indeed are criteria, the third one does not say something about the tax but about the purpose, the use, that is: the function!  This contribution will provide this evaluation. 

This paper deals with local taxes and local authorities. Although the focus is on municipalities, the discussion runs more or less along the same lines for regional and provincial authorities. This paper will not deal with other sources of local income like income from property or from fees, since such a discussion would follow rather different lines. 

2. Local taxes: why?

2.1 Financing local expenditures

“Financing the local needs” of course is the first argument why we need local taxes, the “mother of all arguments”. Rather often, it is not mentioned at all, since all local outlays can be funded from grants as well. Once one starts to really discuss the argument, it becomes overlapping with the allocation function. 

2.2 Strengthening the autonomy of local authorities

“Raising the relative importance of local taxes will increase the autonomy of local authorities.” 

The autonomy (for a careful discussion of several measures for autonomy, see Owens and Norregaard, 1991) means in this context the discretionary freedom of local authorities to weigh the burden it imposes on its citizens by imposing a tax or raise the tariffs in order to finance local needs. Normally it is understood that at the same time the central government will step back by reducing the grants to the local authorities, and reducing central taxation at the same time. 

The argument can be discussed in several ways. First of all, discretionary power or autonomy may be restricted by central government in many ways. It may impose central rules on municipal spending, e.g. by prescribing certain types of expenditures. Thus, in the Netherlands central government prescribes the municipalities that they shall spend funds on the local fire department according to the national risk classification. It is up to the municipality to decide if the expenditure is financed from the central grant or the local income. More relevant is the possibility that local income sources are regulated by central government, thus effectively restricting the autonomy of the municipality to raise income from fees or taxes. Dutch government is e.g. proposing to set on maximum on the rate of the remaining property tax. Another example is the regulation that a user fee, such as the garbage collection fee, shall not exceed the cost price. Thus, enlarging the local tax capacity will not automatically enhance local autonomy. But, given a certain amount of central government regulation of local taxes, an enlargement of local tax capacity will increase the local autonomy. 

Second, The European Charter of Local Self-Government (1985) gives the local authorities a right to raise its own taxes. Article 9 on “Financial resources of local authorities” states in art.9.1 that local authorities are entitled to adequate financial resources of their own, “of which they may dispose freely within the framework of their powers.” Thus the autonomy is guaranteed, but this also applies to a general grant. Art.9.3 is more to the point for this contribution: “Part at least of the financial resources of local authorities shall derive from local taxes and charges of which, within the limits of statute, they have the power to determine the rate.” A weak point in this Charter is, however, that it does not specify or quantify the “constitutional” municipal privilege. Are the municipalities entitled to a tax capacity of 5% of their total income or 50%? Dutch government is familiar with the Charter and still proposes to reduce local tax capacity, although it is already almost the smallest in the world. 

As to enlarging the local autonomy, at the beginning of the last century all Scandinavian countries, Finland and Iceland included, decided that local authorities could raise local taxes in the form of surtax on central income taxes. “Without this allocation, the Scandinavian public sector would not have become as decentralized as is currently the case” writes Lotz (1997).  Because of the earlier mentioned argument of central by-laws that may restrict the local tax autonomy, it should be noted that although the Scandinavian countries have a relative large local tax capacity, the autonomy in raising the surtax is restricted. For this reason, it is common nowadays not to compare internationally the relative local tax capacity, but the relative local tax power. This tax power is calculated by multiplying the tax capacity with a variable, varying from 0 to 1, which expresses the relative discretionary freedom to impose raise and raise taxes. 

2.3 Improving the allocation

“A strengthening of the local tax capacity will improve the allocation.”

In this context it is useful to distinguish several phases in the allocation. First of all, there is the national macro-allocation, which is the decision by central government about the national tax burden on the private sector in order to finance national needs. After the national macro-allocation follows the phase of the national micro-allocation, meaning the national decision-making about how much of the budget will be spent on this specific end and this specific activity etc. The national macro-allocation will often also include some decision about the municipal package of tasks, and the relative size of the municipal tax capacity. Also at the local level one may distinguish between the macro and the micro allocation. The macro allocation implies that the city will take a decision on raising a tax in order to finance the proposed budget. The micro-allocation will deal with deciding how much will be spent on a specific issue. In this stepwise allocation model, it is assumed that a tax will be raised to finance the total budget, which is the common procedure. It might well be, however, that a tax proposal is directly related to a specific expenditure proposal. Although this procedure is less common, in practice local politicians will defend a tax increase by referring to the extra provision involved. Such a procedure will make the allocation process even clearer for the taxpayer. 

The argument means that increasing the local tax capacity and reducing the central regulation will improve the allocation since the local politicians have a closer contact with the citizens than national politicians, and for that reason the local politicians know better the citizens’ preferences. Thus, by reducing national taxes in favor of local taxes to finance municipal needs, the total welfare will increase. 

In the Netherlands the Union of Dutch Municipalities, which has published several studies on the item, wrote that the allocation theory can neither explain nor guide the reality of taxation. (VNG, 2002, p.21) The statement is hard to understand, since in reality municipalities do weigh the burden of extra taxation against the benefits that can be realized with the extra means. Other authors argue that from the allocation point of view an increase in tax capacity is not needed, since the allocational weighing between extra tax burden and extra benefits is at the margin (Allers, 2002). The weighing is indeed at the margin, but, if the tax capacity generates only a small part of the total budget, and if there hardly is any free “room” left, a large increase in rates is needed to generate a substantial amount needed. As long as the existing tax capacity is small, the “leverage” of an increase with 1 percentpoint is small. For that reason, the allocation argument remains a good argument for increasing the local tax capacity, as long as this capacity is financing a small portion of the budget. 

2.4 Smoothing the distribution of centrally provided means

“The local tax capacity is a medium to smoothen the inequalities in the distribution of nationally provided grants.” 

In most countries, as mentioned before, local authorities will receive from central government various kinds of grants, normally a general grant and several specific grants. The grants system regularly has several flaws. The first one is that a specific grant is not enough to finance the full costs of the end the grant is given for. In that case the receiving organization has to finance part of the costs from other sources such as taxes. A second flaw is related to the general grant. Central government will distribute the general grant over the municipalities according to several objective criteria in order to treat the receiving municipalities in an equal way. Unavoidably, one city will be better off than another, and the city with objectively larger financial needs has to find other ways to raise income, thus raise taxes. 

If the central government in the Netherlands finishes the municipal property tax on renters, compensating the municipalities by increasing the general grant, for that reason a city with a disadvantage in the distributive criteria can no longer compensate the inequality by raising the tax; it has to cut back its expenditures, which may reduce total welfare. A nice quote from Panella: “It is through local revenue that the flexibility of the budgets can be insured whereas revenue transfers should mainly have an aim of equalization…”(Panella, 1991, p.119) In this contribution enhancing the flexibility of the budget is not taken as a separate function of the local tax, as it is implied in the allocation function and the smoothing function.  

2.5 Absorbing financial setbacks

”The local taxes are needed to finance unexpected financial setbacks in the exploitation of municipal companies and the implementation of the budget.” 

 The city government may take a decision that proves completely wrong. Then, the city has to persuade the city council of the necessity of raising a tax to finance the setback. The increase in the tax rate also is a signal to the taxpayers that city government has taken a wrong decision. Setting wrong decisions aside, a city is confronting many risks. The city may cover the financial consequences of risks via a reserve or via insurance or other ways, but an unused tax capacity may be used as well, especially if those other instruments are inadequate. 

2.6 Signal function

“The local tax may act as a signal to central government about local scarcity.”

Central government provides a general grant according to a set of objective criteria, trying to distribute the available funds as objectively as possible. In The Netherlands, where at present the most important taxes are based on real estate, one of the distribution criteria is the local tax capacity, based on an assessment of the value of real estate. The nationally estimated tax capacity is deducted from the calculated gross general grant. Here again comes the value of the former argument for local taxes of smoothing the inequalities in the nationally provided funds. The signal function means that a general rise in tax rates may serve as an indication that the municipalities are financially in dire straits. 

2.7 Accountability

“Raising a tax increases the need for local politicians to account for their decisions.”

If a city receives its money from central state, there exists of course the necessity to account for the receipt and for the responsible spending of the money according to the goals, set either by central government in case of a specific grant or by the local council in the case of a general grant. For local politicians the cry for accountability (for a careful discussion of the concept see Owens and Norregaard, p.10) will be stronger if they raise taxes from their citizens.

The argument of the need for controllability and accountability has grown in importance the last decades in western countries and even more in the new democratic states like in CEE countries. Says Smith (1996, p. 277): “There is a growing recognition of the importance of local tax-raising powers in ensuring local accountability and budgetary control.” He evens recognizes the tendency in Europe to set lower limits on tax rates “to enforce at least a minimum degree of local fiscal accountability through taxation.” Normatively I do agree with him, although I doubt the empirical validity of the statement. Now, one may wonder why the argument of accountability is more served with taxes as a source of municipal income than in the case of governmental grants. This has everything to do with a rather new theory of ‘mental accounting’ (Hines and Thaler, 1995, Allers, 2000). According to this theory an actor will behave in spending money in different ways, according to the source of income. A person will show a strict spending behavior when dealing with his monthly income, but will show other, say more loose, behavior in the case of a windfall, such as a lottery price.  Thus, for a city councilor spending money received from general government will differ from spending money taken from the own citizens/taxpayers/voters. Money received from general government is ‘easy money’ compared to money from local taxes. Based on this line of arguing not only the argument of accountability is strengthened, but also the allocation argument: the local politician will spend the money from local tax more carefully than money from general grants. 

This last insight is formulated also but more rudimentary by Owens and Norregaard (1991). They rightly state that the issues of local autonomy and local accountability are closely linked, since accountability “enables the local electorate to influence the mix of local taxes and services, thereby promoting a more efficient allocation of resources and encouraging cost containment at the local level.” (p.9)  

2.8 Strengthening local democracy

“Local taxation as a municipal income source may strengthen local democracy.”

It is argued that financing municipal expenditures with local taxes compared to financing from central government grants may increase the involvement of municipal council members in the first place and citizens as tax payers and voters in the second place. Discussing this argument, one may argue that the argument is an extension of the former argument of accountability and mental accounting. In this case, we are dealing with different aspects of the same phenomenon. 

In discussing this argument, one may distinguish in the budget allocation two steps. First, there is the local allocation, made between the municipal political executives on the one hand and the city council on the other hand. Secondly, there is the allocational weighing by the citizens who assess the municipal services against the tax burden. Several authors doubt the line of reasoning in the weighing process. As to the first weighing, the city executives may adjust the tax rates to inflation, without invoking much discussion indeed. If, however, a substantial tax increase is proposed above the inflation rate, the council will discuss the proposal, giving way to the old adagium that 

tax is at the heart of democracy. But what about the involvement of the citizens? Do citizens really assess the performance of the municipal politicians against the tax burden paid? The hypothesis is that citizens will be more involved with city politics if a larger share of municipal services is paid for by local taxes. (Commission Boorsma, 2002). Some authors (VNG, 1996, p.50) have argued that a ‘misunderstanding’ is involved, since there is in the Netherlands no empirical relation between the share of  local tax in total local revenue and the voter turnout for municipal elections. Allers (2000) also found no significant relation between voter turnout for local elections and local tax share. Denters (2003) did analyze the influence of political involvement via higher tax payments as well as the influence of voters’ satisfaction about municipal performance on the one hand on political involvement on the other hand, and found no relation whatsoever. But Denters remarks that the effect on political involvement might be restricted anyhow, because of the small variety in local taxes. Indeed, so long as local taxes form a small part of total revenues, a priori their influence on political involvement will remain small. One might think of a kind of  tax elasticity of political involvement. The hypothesis is, that in a country with a relative high tax share this elasticity will show a high, positive, value. 

Although local taxes form just a small share in Dutch local revenues, and although the above defined elasticity will be low for that reason, tax rate increases do receive quite a lot of attention, not only at the local level, but also at the national level. At the national level the employers’ organization will complain if the increase of local taxes on average is high in a period where employers, wage unions and national government try to moderate inflation, wage and tax increases. Also the Consumers Union, the press and parliament will give attention to these increases. An explanation is related to the character of the tax: since there is no automatic increase of tax revenues, such as with the income tax or sales tax, the city council has to explicitly deal with the rate each year, and with the valuation of real estate every couple of years. 

2.9  Political economy

It has been said that municipalities should receive a substantial share of its total revenues from local taxes.  In the theory of political economy, admittedly a broad subject, also a couple of noteworthy remarks in the line of the foregoing have been made. 

Hettich and Winer (1988, 1991) explain the development of tax structures in a country from the policy to restrict tax resistance. Indeed, the Dutch local property tax on house tenants used to be evaluated by the taxpayers rather critically, as is evidenced by the number of legal objections against the tax. In the Netherlands it is the conservative party VVD, however, which proposes to end this tax in favor of higher general grant from central government. But the, the argument can run in two ways. This conservative party wishes to abolish this party to minimize taxpayers’ resistance. Will the end effect be higher total public spending, since the grants have to be financed from central taxes with lower tax resistance? Or will the end effect be lower total public spending since parliament can better control total spending than all the different councils? It is actually not so clear what to do with the Hettich and Winer argument. A nice formulation is given by Fraschini and Osculati (1991), when they discuss the recent attempts in Italy to change the local tax system. They state: “The local governments have always been opposed to a more rapid and vaster creation of local taxes… This position, though it reduces local autonomy, is useful to the majorities in power at the local level, since it places the political costs of an increase in taxes on the central government.” (p.235)

Speaking about the relation between total spending and the tax system, one is confronted with the theory of fiscal illusions, first developed by Puviani (1960/1903). There are fiscal illusions if voters underestimate the benefits of public provisions and overestimate the tax burden, a phenomenon that received a lot of attention too in Public Choice Theory. Such a fiscal illusion can be caused if public services are financed by a variety of taxes. Wagner (1976) indeed found a positive relation between the complexity of a tax structure and the size of government spending. Other parts of research do point however in another direction. (see Groenendijk, 1998).  Another illusory effect, the fly paper effect, is mentioned by Oates (1988). This fly paper effect, formulated shortly as “money sticks where it hits”, argues that a revenue windfall will be spent publicly rather than returned to the citizens as a tax reduction. It implies also,  that for a local authority it is easier to spend money from a grant than from a local tax. Thus, the propensity to spend from a grant will exceed the propensity to spend from a local tax.  This theory has received recently more attention in the theory of mental accounting: the way people treat a sort of income will vary with its source and regularity. Thus, city managers and local voters will deal with central and specific grants received from central government differently as compared with revenues from local taxes. Just as a citizen will apply other spending rules on his monthly labor income as compared with a windfall income from a lottery. Silkman and Young wrote already in 1982 about this kind of fiscal illusion created when a local provision is paid for by national taxes. Thus, we agree with the conlusion of Maré and Comandini (1991) who wrote: “the wider the role of local taxes, the lesser the scope for ‘fiscal illusion’.           

       2.10  Regulation or “Other functions”

“A local tax may serve other functions, such as equity or environmental policy.”

The national budget will serve three goals, so is the conventional wisdom, viz. macro-economic stability and economic growth, allocation, and equity. The first is typically the goal for the national budget, as is the third goal. Normally it is maintained that income policy, and for that end the policy aimed at equity and poverty reduction, belongs to the national playground. Decentral government should not meddle with poverty problems in order not to interfere with national policy. Still, however, it may be observed that local governments will in some measure also try to improve equity. Its municipal taxes may contribute to that end, mainly via tax exemptions, maybe also by the choice of the tax source. 

In the same way, environmental policy as a part of allocation typically is a national policy. At the national policy level in the EU there is a tendency to the “greening” of taxes, by putting more emphasis on some excises, on taxing the use of electricity, or taxing the use of automobiles, etc.  Local government may try to contribute via its tax policies. To that end, a city might for instance raise a surtax on a national tax on electricity.

One may raise the question if these “other” functions are on a level with the other functions. If a city chooses a certain kind of tax source, it should also weigh the suggestion against the criteria for a good tax system, such as stability of income, the perception costs, the nuisance caused by side-effects, etc. One may argue that in discussing a possible new tax source in the light of these weighing criteria, one may also discuss the effects on income distribution, environmental policy, etc. 

On the other side, however, a government may decide to levy a tax in order to regulate or influence the decisions of the economic actors. A ‘grass tax’ on the sale of marihuana may be chosen in order to raise income, but also to raise the price and thus reduce consumption. At least, aren’t those the functions of taxes on alcohol and cigarettes? 

3. Characteristics or criteria for local taxes

Since the criteria for “good” local taxes have been widely discussed, this contribution will mainly give a summing up of these criteria in the next table. A very thorough but also very incomplete discussion of criteria is given by Oates (1972), who mentions the avoidance of an excess burden, the contribution to effective collective decision-making, an equitable pattern of incidence, and low costs of administration and compliance. 

Table: criteria for “good” local taxes as mentioned by different authors

	
	Owens and Norregraard, 1991
	Tatsos, 1991
	Panella, 1991
	Raimondo, 1992
	Oates, 1972

	Economic efficiency: minimum influence on economic decisions 
	
	
	
	  X
	 X

	Tax base should not be mobile
	        X
	
	
	
	

	Tax should be visible to enhance accountability

/Perceptibility
	       X
	   X
	  X
	  X  
	

	Sufficient revenue/ Adequacy: productive in comparison to needs and costs of administration
	      X
	   X
	
	
	

	Buoyant yield over time/ income elasticity
	      X
	   X
	
	
	

	No strong fluctuations over time / Revenue Stability = Income elasticity = 1
	      X
	
	
	  X
	

	Difficult to shift to non-residents
	     X
	
	
	
	

	Broad based/ all citizens pay
	
	
	  X
	
	

	Easy to administer/Administrative feasibility/Low perception costs
	     X
	  X
	
	  X
	

	Benefit principle: beneficiaries pay the burden / Link between spending and taxing 
	
	
	  X
	  X
	

	Fairness: everyone should pay his fair share
	
	
	
	   X
	

	Avoid tax competition / EU tax harmonization
	
	
	
	
	

	Effective collective decision-making
	
	
	
	
	 X


Categorizing the criteria for good local taxes as mentioned by different authors, has the problem of slight differences in wording. Is, for instance, the criterion “easy to administer” the same as “low perception costs”? One author will explicitly argue about the perception costs for the administration, while another will mention under the same heading also the costs for the tax payer, thus the compliance costs. 

Although most criteria stand to reason, some criteria such as low perception costs being commonly accepted, there is discussion about some criteria. Income elasticity is seen as a good criterion from the point of view of efficiency. If the tax revenue grows endogenously in an adequate way over time, there is no need for politicians to argue with voters about tax rate increases. It has been argued that this criterion is at odds with the criterion of democracy or accountability (Foster et al.., 1980, here quoted from Tatsos). First this argument has been brought forward by Buchanan (1967) in his Leviathan approach of government.                 
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